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INTRODUCTION 

Massachusetts ■  retirement  system  for  public  employees  is  long 
on  promises  and  short  on  funding.   The  retirement  system,  on  the 
whole,  promises  to  provide  public  employees  with  relatively 
generous  pensions.   On  the  other  hand,  state  and  local  govern- 
ments have  failed  to  provide  financial  contributions  to  match 
those  made  by  employees.   As  a  result,  the  predictable  costs  of 
the  system  ($15.1  billion)  is  three  and  one-half  times  as  large 
as  the  amount  of  assets  available  ($4.2  billion)  to  pay  those 
costs.   This  fact,  and  other  comparative  financial  statistics, 
indicates  clearly  that  Massachusetts  has  the  worst  funded  public 
pension  system  in  the  country. 

The  Senate  Committee  on  Ways  and  Means  believes  that  FY  1986 
is  the  year  in  which  the  state  ought  to  stop  talking  about  the 
unfunded  pension  liability  and  must  take  bold  steps  to  begin  to 
address  the  problem.   The  magnitude  of  the  monies  involved 
requires  that  a  complete  explanation  of  the  problem  with  sup- 
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porting  data  be  presented  to  the  taxpayers  of  the  Commonwealth. 
For  this  purpose,  this  report  includes  a  description  of  the 
structure  of  Massachusetts  contributory  retirement  system,  an 
analysis  of  the  benefits  which  have  been  promised  to  public 
employees,  an  explanation  of  what  is  meant  by  unfunded  actuarial 
liability,  and  an  interstate  comparison  of  public  pension  finan- 
cial data.   This  report  also  includes  an  analysis  of  pension 
legislation  which  has  been  enacted  in  recent  years  and  recommen- 
dations by  the  Committee  of  what  else  needs  to  be  done. 

BACKGROUND 

In  1945,  when  the  statute  governing  the  present  contributory 
retirement  system  for  employees  was  enacted,  the  state  and  local 
governments  in  effect  signed  a  "promissory  note"  payable  to 
public  employees  that  government  would  provide  for  these 
employees  in  their  retirement  years.   In  return,  public  employees 
performed  service  for  those  governments  and  contributed  a  modest 
percent  of  their  wages  to  the  retirement  system. 
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Now,  40  years  later,  the  promissory  note  is  coming  due  and  the 
monies  which  government  has  available  to  pay  it  are  insufficient. 
If  the  entire  "note"  were  due  today,  state  and  local  governments 
would  owe  over  $11.7  billion  in  vested  benefits  to  employees  who 
have  a  guaranteed  right  to  these  amounts.   Since  the  total  pen- 
sion  assets  of  state  and  local  governments  are  equal  to  about 
$4.2  billion,  the  amount  which  government  would  be  in  debt  would 
be  about  $7.5  billion  if  the  retirement  systems  were  shut  down 
today   (i.e. ,  if  the  promissory  note  came  due).   Of  the  amount  of 
unfunded  vested  benefits  currently  owed,  about  $4.1  billion  or 
nearly  55  percent,  is  an  obligation  of  state  government. 

If  the  bill  for  the  entire  amount  of  vested  pension  benefits 
were  shared  equally  by  every  taxpayer  in  the  Commonwealth,  the 
immediate  bill  would  be  about  $3,000  per  capita.   The  total 
amount  that  would  need  to  be  raised  would  be  nearly  two  and  a 
half  times  the  total  expected  income  tax  collections  for  FY  1985. 
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The  amount  of  $7.5  billion  in  "unfunded  pension  liability"  is 
a  conservative  estimate  of  the  total  amount  owed.   Actuaries  have 
a  method  for  estimating  the  overall  costs  of  a  retirement  system, 
which  includes  pension  benefits  which  have  not  as  yet  been 
earned.   The  most  recent  actuarial  valuation  of  the  entire 
Massachusetts  contributory  retirement  system  estimated  that  the 
overall  "unfunded  actuarial  liability"  was,  as  of  January  1, 
1983,  equal  to  $10.9  billion,  or  three  and  a  half  times  the 
expected  income  tax  collections  for  FY  1985. 

It  is  irresponsible  for  a  state  or  individual  to  ignore  the 
fiscal  implications  of  ballooning  payments  that  must  be  made.   In 
the  case  of  the  state  and  local  governments,  until  1978  no  effort 
was  made  to  set  aside  funds  (other  than  employee  contributions) 
for  future  payments.   Hence,  each  year  more  and  more  of  the  prom- 
ised pension  payments  have  come  due.   Since  FY  1975,  the  state's 
appropriations  for  pension  costs  (including  both  state  and 
teachers'  pensions)  have  increased  by  163.2  percent,  which  is  an 
average  increase  of  about  10.2  percent  per  year,  compounded. 
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During  the  same  period,  total  state  appropriations  have  increased 
by  140.2  percent,  or  about  9.2  percent  per  year,  compounded. 
Hence,  pensions  have  been  growing  about  10  percent  faster  than 
the  entire  state  budget. 

These  costs  are  expected  to  escalate  even  more  over  the  next 
two  decades.   According  to  Retirement  Law  Commission  (RLC)  esti- 
mates, the  annual  pay-as-you-go  (PAYG)  costs  of  the  state  and 
teachers'  pension  systems  will  increase  by  112.9  percent  over  the 
next  10  years  and  an  additional  164  percent  over  the  sub- 
sequent 10  years.   By  fiscal  year  2004,  the  percent  of  payroll 
going  to  pensions  for  state  employees  and  teachers  will  increase 
from  about  12  percent  to  over  29  percent. 

Growing  pension  costs  will  also  adversely  affect  the  12 
county  pension  systems,  the  85  city  and  town  pension  systems,  and 
the  six  systems  of  other  governmental  entities.   The  degree  of 
financial  impact  will  depend  on  the  age  and  management  of  the 
pension  system,  the  financial  capacity  of  the  governmental  body, 
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and  the  fiscal  policies  of  the  system.   As  part  of  a  narrative 
published  in  the  FY  1984  budget  recommendation  of  the  Senate 
Committee  on  Ways  and  Means,  1979-based  projections  by  the  RLC 
indicated  that  10  communities  would  have  pension  cost  increases 
by  FY  1990  which  would  be  greater  than  or  equal  to  the  increase 
in  the  property  tax  levy.   The  communities  listed  were  Athol, 
Boston,  Chelsea,  Chicopee,  Fall  River,  Holyoke,  Lynn,  New 
Bedford,  Springfield  and  Worcester. 

Since  the  study  cited  above,  the  RLC  has  published  a  new  set 
of  estimated  PAYG  amounts  based  on  the  status  of  the  systems  as 
of  January  1,  1983.   These  new  estimates  indicate  that  the 
extreme  revenue/expenditure  crisis  foreseen  by  the  earlier  study 
(i.e. ,  as  of  January  1,  1979)  will  not  occur  as  soon  as  was  pre- 
dicted.  By  FY  1990,  none  of  these  communities  will  have  pension 
cost  increases  exceeding  their  expected  property  tax  increases. 
By  FY  2000,  only  one  city  (Boston)  will  be  in  this  critical 
situation. 
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While  the  new  RLC  actuarial  valuation  reduces  the  apparent 
need  to  assist  the  local  pension  systems  in  the  short  run,  it 
still  provides  a  compelling  warning  regarding  future  costs  of 
local  pensions.   Based  on  estimates  for  FY  1985,  the  PAYG  costs 
of  the  pension  system  will  equal  at  least  12.6  percent  of  the 
total  local  property  tax  levy.   By  FY  2024,  the  expected  PAYG  cost 
will  equal  about  24  percent  of  the  total  expected  property  tax 
levy.   The  reason  for  this  increased  ratio  is  that  PAYG  costs  are 
predicted  to  increase  at  about  6  percent  per  year  while  property 
tax  levy  limits  are  restricted  to  a  2.5  percent  increase  each 
year  unless  the  Proposition  2l/z   growth  restraints  are  overridden 
by  the  voters  in  the  local  communities. 

In  addition  to  the  funding  problems  of  the  contributory 
retirement  system  (CRS),  there  are  numerous  administrative  and 
benefit  difficulties,  many  of  which  can  greatly  affect  the 
financial  status  of  the  system.    The  CRS  provides  generous  bene- 
fits to  employees  who  are  permanently  and  totally  disabled  due  to 
a  medical  condition  caused  by  public  service.   These  provisions 
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are  referred  to  as  "accidental  disability."   In  contrast,  the 
disability  protection  provided  public  employees  for  non-job 
related  injuries  or  illnesses  is  meager  at  best  and  often  non- 
existent.  These  benefits  are  called  "ordinary  disability."   As  a 
result,  public  employees  who  become  disabled  have  a  tremendous 
incentive  to  have  their  impairments  adjudged  "job-related."   Over 
the  years,  statutory  amendments,  administrative  practices,  and 
legal  rulings  on  disability  have  eroded  the  system  so  that  many 
partially  disabling  injuries  are  often  considered  to  be  "total," 
temporary  or  curable  conditions  are  frequently  listed  as 
"permanent,"  and  many  conditions  that  can  arise  from  unhealthy 
lifestyles  (such  as  smoking  and  obesity)  are  considered  to  be 
"job-related"  so  as  to  qualify  for  accidental  disability  bene- 
fits.  As  a  result,  the  majority  of  disability  retirements  are 
categorized  as  "accidental."   While  the  financial  problems  of  the 
contributory  retirement  system  are  mainly  due  to  the  lack  of 
earlier  funding,  many  pension  reforms  have  been  proposed  to 
remedy  the  problem  of  excessive  accidental  disability  awards. 
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The  CRS  has  other  components  which  deserve  scrutiny  as  well. 
Normal  retirement  benefits  (called  "superannuation  benefits")  for 
employees  with  32  years  or  more  of  service  may  equal  up  to  80 
percent  of  the  average  salary  of  the  last  three  years  of  service. 
However,  for  employees  hired  after  January  1,  1979,  there  is  a 
ceiling  of  $30,000  for  the  salary  base,  and  a  maximum  pension  of 
$24,000.   Thus,  the  actual  pension  received  may  be  considerably 
lower  than  the  expected  percentage.   For  example,  the  effective 
pension  allowance  for  a  retiree  with  a  $48,000  average  salary 
would  be  50  percent  ($24,000),  not  80  percent  ($38,400)  for  32 
years  of  service,  if  the  employee  were  hired  after  January  1, 
1979.   While  the  provision  has  had  little  impact  on  the  system 
up  to  now,  it  will  greatly  affect  superannuation  benefits  by  the 
year  2000,  when  the  average  salary  is  likely  to  exceed  $30,000. 
It  has  been  estimated  that  the  removal  of  the  $30,000  cap  will 
increase  the  cost  of  benefits  paid  by  $4  billion  over  the  next 
three  decades.   The  Committee  believes  that  removal  of  the 
$30,000  cap  should  be  accompanied  by  a  comprehensive  review  of 
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all  benefit  levels  provided  under  the  CRS. 

Another  important  issue  is  the  relationship  between  the 
Social  Security  system  and  the  CRS.   Unlike  most  public  employees 
in  other  states,  members  of  the  CRS  do  not  contribute  to  the 
Social  Security  system.   Likewise,  the  governmental  bodies  do  not 
have  to  send  a  percentage  of  payroll  (currently  7.05  percent)  to 
the  federal  government  as  a  payroll  tax.   The  tendency  of 
Congress  in  recent  years  has  been  to  broaden  the  coverage  of 
social  security  to  new  groups  of  employees;  most  recently,  in 
1983,  to  new  federal  employees  and  employees  of  non-profit 
employers.   Given  a  recent  Supreme  Court  case  (Garcia  v.  San 
Antonio  Metropolitan  Transit  Authority,  105  S.  Ct.  1005  (1985)), 
the  way  has  been  paved  for  Congress  to  require  states  to  join 
Social  Security.   While  it  is  too  early  to  judge  the  prospects 
of  this  happening,  any  legislative  attempt  at  a  comprehensive 
funding  and  benefit  overhaul  of  the  CRS  should  be  tempered  by 
the  possibility  that  the  system  will  have  to  be  drastically 
overhauled  if  Massachusetts  public  employees  are  to  be  covered 
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by  Social  Security. 

The  Committee  has  focused  a  great  deal  of  its  energy  over  the 
past  several  years  on  the  reform  of  the  CRS,  including  the  pre- 
sentation of  policy  reports  on  this  subject  in  its  FY  1984  and  FY 
1985  budget  recommendations.   The  Committee  has  also  been  instru- 
mental in  the  passage  of  major  pieces  of  pension  reform  legisla- 
tion -  Chapter  630  of  the  Acts  of  1982  and  Chapter  661  of  the 
Acts  of  1983.   The  Committee  continues  to  .support  efforts  of  the 
many  interested  parties  who  are  seeking  to  reform  the  CRS  and 
will  push  for  legislation  to  this  end  during  the  next  fiscal 
year. 

STRUCTURE  OF  THE  CONTRIBUTORY  RETIREMENT  SYSTEM 

In  Massachusetts,  105  separate  boards  administer  independent 
retirement  systems  for  state  employees,  teachers,  various  munici- 
palities and  counties,  and  various  other  governmental  entities 
such  as  the  Massachusetts  Turnpike  Authority.   There  are  three 
types  of  pensions  which  public  employees  can  receive:   superan- 
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nuation,  ordinary  disability,  and  accidental  disability.  In 
addition,  certain  benefits  are  available  to  the  survivors  of 
public  employees. 

The  amount  payable  to  an  employee  depends  on  the  employee's 
age,  length  of  service,  type  of  pension,  category  of  job,  and 
survivors'  benefits.   The  system  is  funded  in  part  by  employee 
contributions  and  in  part  by  appropriations  of  the  government 
units  involved.   Employees  hired  before  January  1,  1975  contri- 
bute 5  percent  of  their  gross  wages  to  the  system.   Those  hired 
between  then  and  December  31,  1983  contribute  7  percent.   Those 
hired  after  January  1,  1984  contribute  8  percent.   These  amounts 
are  invested  and  accumulated  over  time  and  constitute  about  15 
percent  of  the  pension  payable  at  retirement.   The  remainder  of 
the  pension  is  paid  by  the  governmental  body  for  which  the 
employee  worked. 

When  Massachusetts  established  its  uniform  pension  system  for 
all  state,  county,  and  municipal  employees  in  1945,  the  new  stat- 
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ute  was  considered  comprehensive,  progressive,  and  enlightened. 
Unfortunately,  the  decision  at  that  time  to  fund  the  retirement 
system  on  a  "pay-as-you-go"  basis  has  resulted  in  enormous 
problems.   Until  recently,  there  have  been  only  limited  efforts 
to  set  aside  funds  to  meet  future  obligations.   The  obligations 
of  the  cities,  towns,  counties,  authorities,  and  the  state  are 
met  with  current  annual  appropriations  rather  than  with  funds  set 
aside  in  the  past.   Thus,  under  the  "pay-as-you-go"  system,  pre- 
sent taxpayers  are  paying  the  retirement  costs  of  former 
employees  who  provided  services  to  former  taxpayers.   In  a  sense, 
taxpayers  in  the  past  paid  less  than  full  price  for  services  ren- 
dered and  passed  the  rest  of  the  cost  -  the  pension  cost  -  on  to 
future  generations. 

All  public  employee  retirement  systems  in  the  Commonwealth 
are  required  under  Section  22  of  Chapter  32  of  the  General  Laws 
to  have  the  same  fund  structure.   They  must  have  an  annuity 
savings  fund,  an  annuity  reserve  fund,  a  special  fund  for  mili- 
tary service  credit,  a  pension  fund,  and  an  expense  fund.   In 
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addition,  they  are  authorized  under  Chapter  559  of  the  Acts  of 
1977  to  establish  a  "special  fund"  for  the  purpose  of  reserving 
monies  for  future  pension  costs.   Under  Chapter  661,  these  spe- 
cial funds  became  integrated  into  Chapter  32  and  were  designated 
"pension  reserve"  funds. 

The  funding  system  operates  as  follows.   Employees  contribute 
five,  seven  or  eight  percent  of  their  gross  salaries,  depending 
on  when  they  began  working  for  a  governmental  body  in  the  state. 
This  amount  is  deposited  in  an  annuity  savings  fund.   These 
contributions  as  well  as  a  portion  of  the  earnings  on  them  are 
credited  to  the  individual  employees.   For  certain  veterans  who 
served  in  the  military,  the  governmental  unit  appropriates  monies 
into  the  special  military  service  credit  fund  to  make  up  for  the 
contributions  lost  while  these  individuals  were  serving.   If  a 
member  leaves  state  service  and  is  not  eligible  for  retirement, 
the  accumulated  deductions  plus  allowed  earnings  are  returned  to 
him  or  her.   When  a  member  retires,  the  account  is  transferred  to 
the  annuity  reserve  fund  where  it  then  can  be  paid  to  the  retiree 
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as  part  of  his  total  pension. 

In  addition,  the  retired  member  receives  money  from  the  pen- 
sion fund  to  make  up  the  difference  between  the  annuity  in 
reserve  and  the  earned  retirement  benefits.   The  amount  of  bene- 
fits are  fixed  by  statute  and  depend  on  the  employee's  length  of 
service,  salary  level,  and  retirement  age.   Each  year  the  govern- 
mental body  for  which  the  employee  worked  must  appropriate  into 
the  pension  fund  an  amount  equal  to  the  cost  of  benefits  payable 
to  retired  members  minus  any  other  credits  to  the  pension  fund. 
The  governmental  unit  must  also  appropriate  money  into  the 
expense  fund  to  pay  for  the  operating  costs  of  the  retirement 
boards.   Chapter  32  does  not  require  any  annual  appropriations 
into  the  pension  reserve  funds,  except  for  the  state  which  must 
appropriate  over  $30  million  per  year  in  the  pension  reserve 
fund.   The  exact  amount  of  the  appropriation  is  a  function  of  the 
amount  collected  under  the  alcohol  beverage  tax  and  the  total 
payroll  for  state  employees. 
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There  are  several  non-budget  sources  of  funds  which,  pursuant 
to  Chapter  661  of  the  Acts  of  1983,  must  be  transferred  to  the 
pension  reserve  funds.   These  sources  are  the  percent  recoveries 
of  fringe  benefit  costs  from  federal  grant  funds  which  are 
attributed  to  pension  costs,  undistributed  contributions  and 
earnings,  and  excess  earnings  on  individual  accounts.   By  far  the 
most  significant  of  these  sources  are  excess  earnings  which  equal 
the  difference  between  the  amount  earned  by  each  system  on 
employee  contributions  and  the  amount  which  is  credited  to  the 
individual  employee  accounts.   Prior  to  the  passage  of  Chapter 
661,  excess  earnings  could  be  used  to  pay  current  pension  costs, 
thereby  reducing  current  appropriations  but  also  reducing  the 
level  of  assets  available  to  pay  future  costs.   Under  Chapter 
661,  excess   earnings  (after  a  three  year  phase-in  period  for 
local  communities)  must  be  deposited  into  the  pension  reserve 
fund  of  each  system.   While  the  amount  of  the  excess  earnings 
will  vary  each  year  depending  on  investment  returns,  the  state- 
wide annual  total  is  approximately  $150  million. 
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Another  important  aspect  of  the  CRS  is  how  its  assets  are 
invested.   As  of  January  1,  1983,  the  system  had  assets  valued  at 
$4.2  billion.   At  that  level  each  additional  percentage  point  in 
earnings  is  equal  to  $42  million.   In  FY  1983,  the  Massachusetts 
systems  earned  $354.4  million,  a  9.3  percent  average  return 
(according  to  the  United  States  Bureau  of  the  Census).   These 
earnings  represented  27.7  percent  of  the  total  receipts  of  the 
system,  over  60  percent  lower  than  the  national  public  pension 
system  average  of  45.4  percent.   In  fact,  Massachusetts  had  the 
lowest  percentage  of  receipts  from  earnings  among  all  50  states. 

To  improve  this  performance,  Chapter  661  provided  two  methods 
to  bring  modern  investment  practices  to  bear  on  pension  assets. 
First,  it  allowed  certain  local  systems  to  abandon  the  very  con- 
servative and  restrictive  "legal  list"  system  and  to  substitute  a 
"prudent  person"  concept.   The  prudent  person  rule  means  that  a 
percentage  of  the  funds  may  be  placed  in  potentially  high 
yielding  (and  also  high  risk)  investments,  as  long  as  such  place- 
ments are  clearly  not  imprudent.   The  prudent  person  concept 
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allows  for  a  more  precise  balancing  of  risk  and  performance  so 
that  modern  economic  realities  can  be  used  to  maximize  returns. 
This  is  the  standard  that  most  other  financial  managers  and 
investors  are  held  to.   To  qualify  for  "prudent  person"  stan- 
dards, local  systems  had  to  be  certified  by  the  Commissioner  of 
the  Division  of  Public  Employee  Retirement  Administration  (PERA) 
that  the  system  had  competent  professional  investment  management. 

The  other  option  was  to  join  the  Pension  Reserves  Investment 
Trust  (PRIT)  Fund  that  was  created  by  Chapter  661.   The  PRIT  Fund 
is  managed  by  the  Pension  Reserves  Investment  Management  (PRIM) 
Board.   The  PRIM  Board  is  charged  with  providing  professional 
investment  management  of  the  state  employees'  and  teachers' 
systems  pension  reserve  funds  and  of  any  local  board  which 
decides  to  turn  over  its  assets  for  investment  purposes.   The 
PRIM  Board  is  allowed  to  use  the  "prudent  person"  standard  in  its 
investment  practices. 
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PENSION  BENEFITS 

The  CRS  provides  four  types  of  benefits  to  members  of  the 
system.   These  benefits  are  essentially  the  same  regardless  of 
the  board  to  which  an  employee  belongs.   These  benefits  are  (1) 
superannuation,  (2)  ordinary  disability,  (3)  accidental  disabi- 
lity, and  (4)  survivors  benefits. 

(1)   Superannuation :   The  amount  of  a  members'  superannuation 
benefit  depends  on  the  member's  age  at  retirement,  his  or  her 
average  salary  for  the  three  highest  paid  years  of  service,  and 
the  type  of  work  he  or  she  performed.   The  type  of  work  is 
divided  into  four  categories,  depending  roughly  on  the  degree  of 
hazard  of  the  job.   In  general,  the  more  a  job  is  subject  to 
hazards  and  requires  excellent  physical  conditioning,  the  more  an 
employee  is  encouraged  to  retire  at  an  earlier  age.    Group  4 
includes  public   safety  employees  and  numerous  other  similar 
occupations  such  as  corrections  officers.   Group  4  employees  may 
retire  at  age  45  and  be  credited  with  1.5  percent  per  year  of 
service.   Hence,  if  credited  service  is  20  years,  a  member's  pen- 
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sion  would  be  equal  to  30  (20  x  1.5)  percent  of  the  member's 
average  salary.   At  age  55,  a  Group  4  employee  receives  2.5  per- 
centage points.   Hence,  with  20  years  of  service,  the  employee's 
superannuation  benefit  would  be  50  percent  of  the  employee's 
average  salary.   The  maximum  percentage  of  average  salary  allowed 
is  80  percent. 

Group  3  includes  members  of  the  state  police  who  are  entitled 
to  retire  at  50  percent  of  salary  after  20  years  of  service, 
regardless  of  age  at  retirement. 

Group  2  includes  persons  with  hazardous  occupations  including 
mental  health  attendants,  ambulance  drivers,  and  elevator  main- 
tenance men  or  women.   Employees  in  Group  2  can  receive  a  minimum 
2  percent  per  year  of  service  at  age  55  and  the  maximum  2.5  per- 
cent at  age  60. 

Group  1  includes  all  employees  not  listed  in  other  groups. 
At  age  55,  these  employees  can  retire  at  1.5  percent  per  year  of 
service.   At  age  65,  they  are  entitled  to  a  2.5  percent  benefit 
per  year  of  service. 
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Approximately  80  percent  of  the  CRS  retirees  receive  superan- 
nuation benefits  with  an  average  annual  payment  of  $7,250 
(according  to  a  recent  study  by  Mercer-Meidinger ) . 

(2)   Ordinary  Disability.   Members  of  the  system  who  become 
totally  and  permanently  incapacitated  from  performing  their 
duties  and  for  whom  the  incapacity  was  not  caused  by  or  related 
to  the  performance  of  their  duties  are  eligible  for  limited  disa- 
bility payments.   All  employees  except  veterans  (see  below) 
become  eligible  for  these  payments  only  after  15  years  of  ser- 
vice.  Eligible  members  classified  in  Group  1,  Group  2,  or  Group 
4  receive  what  they  would  have  received  at  age  55,  given  the 
amount  of  creditable  service  and  average  salary  upon  the  date  of 
their  retirement  for  ordinary  disability.   For  example,  an 
employee,  age  35,  with  |0  years  of  service  and  a  $25,000  average 
salary,  if  so  incapacitated,  would  receive  no  disability  bene- 
fits.  If  the  employee,  instead,  had  15  years  of  service,  he  or 
she  would  receive  an  ordinary  disability  benefit  of  $5,625  per 
year.   If  the  employee  were  in  Group  3,  he  or  she  would  receive 
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50  percent  of  his/her  salary. 

Veterans  are  treated  somewhat  more  generously.   They  are  eli- 
gible for  ordinary  disability  benefits  after  10  years  of  service. 
In  addition,  a  veteran  can  receive  benefits  equal  to  50  percent 
of  his  or  her  salary  over  the  prior  12  months  plus  an  annuity 
based  on  his  or  her  contributions  to  the  system.   In  the  above 
example,  a  veteran  would  receive  benefits  of  $12,500  plus  an 
annuity  of  about  $700. 

Approximately  3  percent  of  retirees  receive  ordinary 
disability  payments  with  an  average  benefit  of  $8,030  per  year. 

(3)   Accidental  Disability.   These  benefits  are  available  to 
members  of  the  CRS  who  become  totally  and  permanently  "disabled" 
by  reason  of  a  personal  injury  sustained  or  a  hazard  undergone  as 
a  result  of,  and  while  in  performance  of  his  or  her  duties.   The 
amount  of  the  benefit  available  to  an  employee  is  equal  to  72 
percent  of  his  or  her  salary  plus  an  annuity  calculated  on  his  or 
her  contribution  plus  $312  per  year  for  each  dependent  child. 
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If  the  person  receiving  an  accidental  disability  pension  were  35 
years  of  age,  earning  $25,000  per  year  with  one  child,  the  disa- 
bility pension  would  be  equal  to  about  $19,000  per  year. 

A  recent  Mercer-Meidinger  study  indicates  that  about  8  per- 
cent of  the  retirees  receive  accidental  disability  payments,  at 
an  average  annual  benefit  of  $12,990.   The  structure  of  acciden- 
tal disability  benefits  is  such  that  the  actual  payments  greatly 
exceed  those  of  superannuation  ($7,250  average)  and  ordinary 
disability  ($8,030  average).   Given  the  choice,  most  members 
would  prefer  receiving  accidental  disability  payments.   Hence, 
there  is  constant  pressure  on  the  retirement  system  from  persons 
applying  for  disability  pensions. 

(4)   Survivors  Benefits;   The  CRS  provides  a  variety  of  bene- 
fits to  the  surviving  spouses  and  children.   These  include  the 
surviving  beneficiaries  of  retirees  who  have  chosen  to  receive  a 
smaller  superannuation  benefit  under  option  (c)  of  Section  12  of 
Chapter  32,  the  survivor  of  active  employees,  the  survivors  of 
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persons  receiving  disability  benefits,  and  the  survivors  of 
public  safety  officers  killed  in  the  line  of  duty.   The  amount  of 
the  benefit  varies  tremendously  with  the  category  of  sur- 
vivorship.  For  example,  the  surviving  spouse  of  a  police 
officer,  firefighter,  or  corrections  officer  killed  in  the  line 
of  duty  receives  100  percent  of  the  maximum  salary  set  for  the 
deceased's  job,  even  if  he  or  she  was  receiving  a  lower  salary. 
The  amount  of  this  survivor's  allowance  increases  as  the  maximum 
salary  is  adjusted  over  time.   In  addition,  the  surviving  spouse 
receives  the  return  of  the  deceased's  contributions  to  the  system 
plus  interest  in  one  lump  sum. 

Other  survivors'  benefits  are  much  less  generous  and  have 
statutory  minimums  to  keep  the  benefit  level  from  going  too  low. 
The  minimum  spouse's  benefit  was  increased  from  $1,680  to  $3,000 
by  Chapter  389  of  the  Acts  of  1984.   According  to  the  Mercer- 
Meidinger  study,  about  8  percent  of  the  retirees  receive 
survivor's  benefits,  with  an  annual  average  amount  of  slightly 
under  $6,000. 
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One  of  the  most  important  issues  around  survivors'  benefits 
is  the  "right  of  reversion"  under  option  (c)  of  Section  12.   An 
employee,  either  before  or  at  retirement,  must  elect  the  method 
of  payment  of  his  or  her  superannuation  benefits.   Under  option 
(a),  a  retiree  receives  the  full  amount  of  his  or  her  retirement 
allowance  as  described  earlier.   Part  of  that  allowance  consists 
of  a  life  annuity  based  on  the  "actuarial  equivalent"  of  the 
retiree's  total  contributions  and  interest  on  them  and  the  rest 
is  financed  by  appropriations  or  the  drawing-down  of  reserves. 
Upon  the  retiree's  death,  no  benefits  are  available  to  the  sur- 
vivors.  Under  option  (b) ,  the  retiree  receives  a  reduced  annuity 
(and  therefore  a  reduced  overall  retirement  allowance).    The 
difference  between  the  total  contributions  plus  interest,  minus 
annuity  payments  that  were  actually  made,  are  paid  to  the  sur- 
viving beneficiary. 

Under  option  (c)  of  section  12,  the  retiree  receives  an 
allowance  equal  to  the  actuarial  equivalence  of  his  or  her  normal 
retirement  allowance  with  the  provision  that  the  surviving  spouse 
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will  receive  two-thirds  of  this  reduced  benefit  upon  the 
retiree's  death.   Thus,  the  retiree  sacrifices  the  amount  of  his 
or  her  superannuation  benefit  so  that  the  spouse  will  be  taken 
care  of  after  the  retiree's  death. 

There  are  two  major  problems  with  the  option  (c)  benefit  as 
it  currently  exists.   First,  there  is  no  right  of  reversion  for  a 
retiree  after  the  date  retirement  begins.   Hence,  if  a  spouse 
were  to  die  one  day  after  an  employee's  retirement,  the  retired 
employee  would  receive  the  lower  allowance  with  no  spouse  to 
receive  the  two- thirds  benefit  upon  the  retired  employee's  death. 
A  right  of  reversion  (or  npop-upn  provision)  would  allow  the 
retiree  to  elect  option  (a)  in  these  circumstances. 

Second,  the  definition  of  "actuarial  equivalence"  is  out-of- 
date  and  produces  a  significantly  lower  total  allowance  than  the 
total  amount  of  contributions  plus  interest  in  an  employee's 
account.   Presently,  "actuarial  equivalence"  requires  that  a  mor- 
tality table  published  in  1928  be  used  along  with  a  3  percent 
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l 

interest  rate  to  calculate  the  amount  of  the  annuity.   In  an 

April  1983,  report  entitled  "Modification  of  Section  12  of 
Chapter  32  Limited  Right  of  Reversions,"  the  RLC  pointed  out  that 
a  more  modern  mortality  table  and  a  higher  interest  rate  should 
be  used.   The  Retirement  Law  Commission  recommended  that  7  per- 
cent interest  and  the  1971  Group  Annuity  Mortality  Table  ought  to 
be  used.   The  Retirement  Law  Commission  report  also  indicated 
that  the  retirement  allowance  would  be  4  to  9  percent  higher  if 
updated  actuarial  factors  were  used,  depending  on  the  age  and 
gender  of  the  retirees  and  beneficiaries. 

The  April  1983  Retirement  Law  Commission  report  also  stated 
that  allowing  a  "pop-up"  provision  at  no  cost  to  the  state  would 
reduce  retirement  allowances  by  3  to  7  percent.   Hence,  if  the 
option  (c)  provision's  actuarial  assumptions  were  updated  and 
combined  with  a  "pop-up"  provision,  there  would  be  no  cost  to 
state  or  local  governments  and  little  or  no  reduction  in  retiree 
pension  benefits. 
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Table  1  shows  examples  of  how  these  changes  would  affect 


superannuation  benefits. 


TABLE  1:    AMOUNT  OF  SUPERANNUATION  BENEFITS  FOR  VARIOUS 

HYPOTHETICAL  EMPLOYEES  UNDER  OPTION  (a) 

,  OPTION 

(c)  AND  OPTION 

(c)  WITH  "POP-UP". 

EXAMPLE 
ELEMENTS             A 

EXAMPLE 
B 

EXAMPLE 
C 

EXAMPLE 
D 

Retiree 

Male  55 

Male  65 

Female  55 

Female  65 

Beneficiary 

Female  52 

Female  62 

Male  58 

Male  68 

Job  Group 

2 

1 

2 

1 

Length  of  Service 

20  years 

30  years 

20  years 

30  years 

Percent  Factor 

2.0 

2.5 

2.0 

2.5 

Average  Salary 

$  30,000 

$  30,000 

$  30,000 

$  30,000 

Option  (a)  Benefit 

$  12,000 

$  22,500 

$  12,000 

$  22,500 

Option  (c)  Benefit 

$   9,744 

$  17,235 

$  10,992 

$  20,295 

Revised  Option  (c) 
Benefit 

$  10,248 

$  17,438 

$  11,052 

$  19,980 

Change  Due  to 
Revised  Option  (c 

)   +5.2% 

+1.2% 

+0.5% 

.  -1.6% 

Source:   Retirement  Law  Co 

mmission. 

These  changes  would  allow  for  a  right  of  reversion  with  only 


small  changes  in  benefits  for  retirees. 
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ONFUNDED  ACTUARIAL  LIABILITY 

Discussions  concerning  the  fiscal  status  of  the  CRS  usually 
center  on  the  amount  of  its  unfunded  actuarial  liability  (UAL) . 
The  most  recent  estimate  of  the  UAL  for  all  the  boards  of  the  CRS 
was  made  public  this  year  and  was  said  to  be  $10.9  billion  (as  of 
January  1,  1983).   This  represents  a  $1.8  billion  or  20  percent 
increase  over  the  valuation  as  of  January  1,  1979.   The  magnitude 
of  these  numbers  is  certainly  impressive,  as  the  January  1,  1983 
UAL  estimate  is  nearly  one  and  a  half  times  the  size  of  the 
entire  state  budget  for  FY  1984.   However,  the  UAL  can  also  be 
dismissed  as  only  being  an  estimate  of  future  costs  that  is  not 
relevant  to  present  budgetary  and  policy  discussions.   An  exami- 
nation of  what  is  meant  by  UAL  is  important  to  an  understanding 
of  its  policy  significance. 

The  unfunded  actuarial  liability  for  a  pension  system  is  an 
estimate  of  the  extent  to  which  the  value  of  assets  in  a  system 
is  sufficient  to  pay  for  the  known  future  cost  of  the  system. 
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If  a  system  is  "fully  funded, "  then  its  UAL  is  zero.   The  first 
step   in  determining  the  UAL  is  to  calculate  the  present  value  of 
prospective  benefits.   This  is  done  by  analyzing  the  provision  of 
the  CRS,  the  characteristics  of  employees  and  retirees,  including 
gender,  age,  length  of  service,  and  salary,  and  the  actuarial 
assumptions,  including  retirement  rate,  disability  rates,  and 
salary  increases.   The  annual  cost  amounts  calculated  with  these 
numbers  are  then  discounted  back  to  the  present  using  an  assumed 
interest  rate.   The  amount  of  assets  on  hand  in  the  system  are 
then  subtracted  from  the  amount  to  give  the  unfunded  liability. 
Note  that  the  UAL  never  comes  due  at  any  one  time.   It  is  usually 
an  estimate  of  insufficient  funding  over  a  30  or  40  year  period. 

The  amount  of  the  UAL  will  depend  to  a  large  extent  on  the 
actuarial  method  chosen  to  determine  the  due  date  of  benefit 
costs.   The  amount  of  pension  costs  which  are  due  in  any  given 
year  is  called  the  "normal  cost."   One  way  to  calculate  the  nor- 
mal cost  each  year  is  called  the  "unit  credit"  method,  whereby 
benefit  costs  are  credited  as  they  are  actually  earned.   Under 
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this  method,  the  normal  cost  for  each  employee  increases 
simultaneously  with  the  length  of  his  or  her  credited  service. 
An  alternative  method,  "entry  age  normal",  smoothes  out  the 
amount  of  benefit  costs  which  accrue  to  the  system.   For  example, 
if  an  employee  earns  $1,000  of  pension  benefits  in  his  or  her 
first  year,  $2,000  in  the  second  year,  and  $3,000  in  the  third 
year,  the  unit  credit  method  would  credit  the  same  amount  to  the 
normal  costs  in  each  year  as  they  are  earned.   Under  the  entry 
age  normal  method,  the  average  amount  of  $2,000  would  be  credited 
to  normal  costs  each  year. 

The  amount  of  "unfunded  liability"  is  greater  under  the  entry 
age  normal  method  than  the  unit  credit  method.   Assume  for 
example,  that  the  normal  costs  were  not  set  aside  for  two  years. 
Normal  costs  for  which  assets  are  not  accumulated  each  year 
become  "unfunded  liability."   Under  the  entry  age  normal  method, 
the  unfunded  liability  for  the  example  noted  above  would  be 
$4,000.   Under  the  unit  credit  method,  the  unfunded  liability 

would  be  $3,000.   Still  a  third  method,  "aggregate  costs," 
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defines  normal  costs  to  be  equal  to  the  amount  of  benefits  which 
come  due  in  a  given  year.   Under  an  "aggregate  costs"  methodo- 
logy, the  unfunded  liability  disappears  and  a  pay-as-you-go 
system  is  not  considered  to  have  an  unfunded  liability. 

Hence,  the  term  unfunded  actuarial  liability  should  be  used 
with  caution.   Meaningful  comparisons  among  states  or  pension 
systems  are  impossible  without  knowledge  of  the  actuarial  methods 
and  assumptions  used.   For  example,  New  Hampshire  is  said  to  have 
a  fully  funded  pension  system  with  virtually  no  unfunded  liabi- 
lity.  One  reason  for  this  is  that  the  actuarial  valuation  method 
used  is  a  variation  of  the  aggregate  cost  methodology. 
Massachusetts,  as  well  as  many  other  states,  uses  the  entry  age 
normal  method  which  is  "conservative"  in  that  it  estimates  a  UAL 
which  assumes  that  the  state  should  have  been  setting  aside  funds 
on  a  level  basis  for  its  employees. 

This  emphasis  on  "smoothing"  pension  costs  is  reflected  in 
the  RLC's  recommendations  relative  toward  setting  aside  funds  to 
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meet  the  UAL.   The  proposal  is  to  increase  pension  funding 
amounts  to  a  higher  percent  of  payroll  than  would  be  required 

I  under  the  pay-as-you-go  costs.   The  higher  percent-of -payroll 

years.   Since  payroll  costs  are  assumed  to  increase  by  4.5  per- 
cent per  year,  the  total  annual  pension  costs  also  increase  by 
4.5  percent  per  year. 

Pension  costs  as  a  percentage  of  payroll  is  not  the  only 
important  pension  ratio,  particularly  for  city  and  town  pension 
systems.   Since  Proposition  2\fy   puts  a  ceiling  on  revenue  growth 
from  property  tax  levies,  pension  cost  growth  as  a  percent  of  tax 
levy  growth  is  critical  to  understanding  the  impact  of  pension 
costs  on  local  government.   As  mentioned  earlier,  the  1979  RLC 
estimates  on  PAYG  costs  indicated  that  by  FY  1990,  at  least  10 
cities  and  towns  would  have  pension  cost  increases  exceeding 
property  tax  growth.   The  revised  RLC  estimates  are  not  as  pessi- 
mistic (See  Table  2). 
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TABLE  2:   PENSION  COSTS  GROWTH  AS  A  PERCENT 

OF  ALLOWABLE  TAX  LEVY  INCREASE  (PC/TL) 
FOR  TEN  CITIES  AND  TOWNS. 


COMMUNITY 

1/1/7  9  RLC 
FY  1990 

1/1/83  RLC 
FY  1990 

1/1/83  RLC 
FY  1995 

1/1/83  RLC 
FY  2000 

Athol 

100% 

63% 

70% 

76% 

Boston 

110 

56 

68 

112 

Chelsea 

128 

74 

61 

64 

Chicopee 

117 

54 

44 

43 

Fall  River 

115 

62 

59 

69 

Holyoke 

122 

91 

85 

86 

Lynn 

108 

58 

54 

51 

New  Bedford 

102 

62 

72 

81 

Springfield 

103 

62 

82 

94 

Worcester 

112 

50 

53 

58 

Sources: 

Retirement  Law  Commission 
Senate  Committee  on  Ways 

and 

Means 

Nevertheless,  the  squeeze  between  pension  costs  and  property  tax 
levies,  which  continue  to  grow  at  different  rates,  remains  a 


problem. 


Given  the  fact  that  UAL  is  a  number  which  is  very  sensitive 
to  changing  assumptions,  that  the  PAYG  numbers  have  changed  so 


much  between  the  last  two  valuations,  and  that  legislation  is 
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passed  (such  as  Chapter  38  9  which  increased  benefits  to  spouses 
and  children)  which  increases  future  pension  costs,  it  is  impor- 
tant that  the  Commonwealth  have  updated  pension  valuations  on  a 
regular  basis,  no  less  than  once  every  three  years.   Presently, 
UAL  does  valuations  on  a  sporadic  basis,  the  last  two  being  four 
years  apart.   The  data  needed  for  the  valuations  should  be  pro- 
vided routinely  by  the  individual  systems  to  PERA.   These 
requirements  should  become  statutory  mandates. 

INTER- STATE  COMPARISON 

One  way  to  determine  the  extent  of  the  Commonwealth's  finan- 
cial difficulties  is  to  compare  Massachusetts'  system  with  the 
pension  systems  of  other  states.   One  relevant  comparison  is  the 
ratio  of  UAL  to  the  assets  of  a  pension  system.   In  a  recent 
survey  of  various  states  Massachusetts  had  the  highest  ratio  of 
UAL  to  assets  (See  Table  3). 
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TABLE  3:   RATIO  OF  UNFUNDED  ACTUARIAL  LIABILITY  FOR 
37  STATES. 


STATE  UAL/ASSETS  % 

(in  decreasing 
order) 

MASSACHUSETTS  260  % 

Florida  148 

Louisiana  133 

Maryland  117 

Idaho  100 

Virginia  100 

Mississippi  93 

Georgia  92 

Pennsylvania  79 

Maine  79 

Texas  7  3 

Montana  70 

Missouri  57 

California  56 

Oklahoma  46 

Colorado  44 

Tennessee  39 

Michigan  33 

North  Carolina  31 

Hawaii  31 

Wyoming  31 

Kansas  30 

Minnesota  29 

Kentucky  25 

Oregon  20 

Alaska  19 

Rhode  Island  19 

South  Dakota  17 

South  Carolina  17 

Alabama  15 

Wisconsin  10 

New  Jersey  7 

Iowa  6 

Utah  2 

New  Hampshire  1 

Arkansas  0 

North  Dakota  0 


Source:   National  Conference  of  State  Legislatures; 

Massachusetts  data  added  by  Senate  Committee  on 
Ways  and  Means 
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However,  as  noted  earlier,  the  UAL  number  is  very  dependent 
on  the  actuarial  methodology  and  assumptions.   These  vary  greatly 
among  states.   Hence,  it  is  safer  to  make  interstate  comparisons 
by  looking  at  actual  payments,  assets,  and  liabilities  from  a 
recent  year. 

Table  4  is  a  comparison  of  the  ten  states  with  the  worst  pen- 
sion financial  data,  based  on  FY  1983  data  collected  by  the 
United  States  Bureau  of  the  Census,  relative  to  all  50  states  on 
four  important  pension  system  statistics:   benefits  paid  as  a 
percent  of  assets,  percent  of  revenues  from  government  appropria- 
tions, percent  increase  in  assets,  and  disability  payments  as  a 
percent  of  total  benefits.   Massachusetts'  overall  position  is 
the  worst  in  the  country. 
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TABLE  4:   Ranking  of  states  on  the  basis  of  unfavorable  pen- 
sion funding  characteristics,  poorest  performance 
has  the  highest  rankings. 


STATE 

%  Bene- 
fits of 
Assets 

%  Gov. 
Contri- 
bution 

%  In- 
crease in 
Assets 

%  Dis- 
ability 
Benefit 
Payouts 

Overall 
Ranking 

Massachusetts 

19.6 

(2) 

50.3 

(3) 

10.0 

(3) 

10.1 

(9) 

(1) 

Pennsylvania 

24.2 

(1) 

49.4 

(6) 

7.8 

(2) 

7.0 

(17) 

(2) 

New  York 

5.8 

(22) 

50.4 

(2) 

12.7 

(11) 

12.9 

(2) 

(3) 

Connecticut 

8.7 

(9) 

52.0 

(1) 

12.4 

(10) 

6.9 

(18) 

(4) 

Oregon 

6.0 

(19) 

46.0 

(9) 

13.4 

(17) 

9.5 

(11) 

(5) 

Ohio 

6.5 

(15) 

35.9 

(31) 

11.8 

(6) 

10.1 

(10) 

(6) 

Delaware 

3.8 

(41) 

41.7 

(14) 

12.2 

(8) 

12.7 

(3) 

(7) 

Louisiana 

10.2 

(6) 

37.2 

(26) 

12.2 

(8) 

5.2 

(27) 

(8) 

Indiana 

10.6 

(5) 

44.6 

(11) 

13.4 

(17) 

4.0 

(35) 

(9) 

West  Virginia 

13.7 

(4) 

37.4 

(24) 

13.0 

(12) 

5.2 

(28) 

(10) 

*  (Rank) 

Source 

:   Finances  of  Employee- Retirement  Systems  o 
State  and  Local  Governments  in  1982-83. 

f 

United  States 

Bureau  of 

Census 

• 

The  pension  benefits  paid  in  Massachusetts  represent  the  second 
highest  share  of  pension  assets  in  the  country.   This  ratio  was  20 
percent  in  the  Commonwealth,  over  three  times  the  national  average 


of  6  percent. 
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Massachusetts  has  the  third  highest  percentage  of  receipts  to 
the  system  coming  from  governmental  appropriations.   This  sta- 
tistic measures  how  great  a  burden  the  system  is  on  the  present 
revenues  of  state  government.   Over  50  percent,  compared  to  a 
United  States  average  of  40  percent,  of  system  receipts  come  from 
governmental   appropriations,  in  addition  to  employees*  contribu- 
tions and  earnings  on  investments. 

This  high  level  of  appropriation  reflects  the  increases  in  PAYG 
costs,  not  funding  to  pension  reserves.   Massachusetts  had 
the  third  lowest  increase  in  assets  in  FY  1983.   Therefore,  the  bulk 
of  the  high  level  of  governmental  funding  was  going  to  current  costs 
not  reserves. 


Disability  payments  as  a  percent  of  all  pension  payments  was 
high  in  Massachusetts  (10.1  percent  -  ninth  overall)  when  compared  to 
the  rest  of  the  country.   However,  this  indicator  did  not  seem  to  be 
significantly  related  to  other  measures. 
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The  overall  message  from  the  interstate  comparison  is  that  the 
Massachusetts  pension  system  indicators  are  the  worst  in  the 
country.    Thus,  in  addition  to  actual  fiscal  problems,  the 
Commonwealth  has  image  problems.   Investors  and  other  persons 
concerned  about  the  future  of  the  state  have  to  be  concerned 
about  how  this  state  ranks  with  others.   Massachusetts  received 
the  nickname  "Taxachusetts"  because  it  appeared  to  have  tax  poli- 
cies during  the  1970' s  which  were  significantly  different  from 
other  states.    To  a  great  extent,  the  tax  policy  of  the  1980' s 
has  brought  us  back  into  the  center  of  the  distribution  and  has 
improved  our  image.   It  is  time  for  pension  policy  to  follow  tax 
policy  and  reduce  the  fiscal  threat  to  the  state's  future. 

RECENT  REFORMS 

The  interstate  comparisons  cited  above  are  somewhat  out-of- 
date  as  they  are  based  on  FY  1983  data.   Massachusetts  has  since 
begun  to  reform  its  pension  system.   In  recent  years,  two  major 
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pieces  of  legislation  have  been  passed:   Chapter  630  of  the  Acts 
of  1982  and  Chapter  661  of  the  Acts  of  1983. 

Chapter  630  focused  mainly  on  reform  of  the  administrative 
structure  of  the  pension  system.   There  existed  a  public  perception 
of  widespread  abuse  of  the  system  which  was  bolstered  by  incon- 
sistent administration  and  lack  of  effective  state  oversight. 
Chapter  630  created  a  state  watchdog  agency,  the  Divison  of  Public 
Employee  Retirement  Administration  (PERA),  to  ensure  that  the  105 
individual  boards  comply  with  state  law  (Chapter  32). 

PERA  was  authorized  to  remand  disability  pension  awards  to  local 
boards  if  they  were  not  properly  granted.   PERA  promulgated  uniform 
rules  and  regulations.   PERA  provided  advisory  rulings  on  ambiguous 
points  of  law.   Finally,  PERA  established  independent  medical  panels 
to  hear  medical  evidence  in  disability  applications  to  ensure  impar- 
tial  findings. 

PERA  has  competently  performed  the  tasks  which  have  been 
assigned  to  it.   As  noted  in  the  Committee's  FY  1985  budget  narra- 
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tive,  disability  pension  awards  have  been  curtailed.   More  impor- 
tantly, PERA  has  created  an  atmosphere  of  oversight  over  indivi- 
dual boards  so  that  there  is  a  greater  tendency  throughout  the 
system  to  perform  in  accord  with  established  standards. 

Chapter  661  revised  the  fiscal  structure  of  the  pension 
system.   It  established  a  mandatory  Pension  Reserve  Fund  for  each 
system  and  required  that  certain  monies  (such  as  "excess 
earnings,"  federal  fringe  benefit  recoveries,  and  interest  earn- 
ings from  terminated  short-term  employees)  be  contributed 
therein.   It  required  a  larger  contribution  from  new  employees. 
It  stopped  the  use  of  excess  earnings  for  current  costs.   It 
required  additional  state  appropriations  of  about  $18  million  for 
pension  reserves.   Finally,  it  liberalized  investment  policies  to 
increase  potential  earnings  on  assets.   A  part  of  this  was  the 
establishment  of  a  Pension  Reserve  Investment  Management  (PRIM) 
Board  to  provide  professional  investment  expertise. 

The  provision  on  excess  earnings  has  certain  interesting 
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implications.   Excess  earnings  are  the  difference  between  the 
amount  earned  on  employee  contributions  and  the  amount  credited 
to  the  individual  employee  accounts.   Note  that  almost  all  of  the 
$4.2  billion  in  assets  in  the  pension  system  consist  of  employee 
accounts,  and  the  interest  earned  by  these  accounts.   Hence,  these 
assets  are  not  very  "liquid."   They  can  only  be  "spent"  when  an 
employee  retires  or  withdraws  from  the  system.   Thus,  the  bulk  of 
the  reserves  of  the  system  can  only  be  drawn  down  in  accordance  with 
the  decisions  of  individual  members,  and  not  under  the  authority  of 
an  actuary  for  the  benefit  of  the  system  as  a  whole.   The  provision 
of  Chapter  661  requiring  that  excess  earnings  be  placed  in  a 
separate  reserve  tremendously  increases  the  liquidity  of  the 
pension  reserves.   These  funds,  which  currently  equal  about  $150 
million  per  year  systemwide,  can  be  drawn  down  at  the  discretion  of 
the  pension  actuary  to  smooth  out  pension  appropriation  demands  on 
local  communities. 

On  the  negative  side,  this  change  means  that  less  money  is 
being  credited  to  the  individual  savings  accounts.   Hence,  the 
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estimates  of  PAYG  costs  should  be  increased  as  the  annuity  por- 
tion of  the  retirement  allowance  is  being  decreased. 

Despite  these  important  improvements  to  the  system,  there 
remain  at  least  four  areas  which  need  additional  work.   These 
are:   (1)  an  immediate  infusion  of  funds  to  increase  pension 
assets,  (2)  a  statutory,  actuarily  sound  funding  program  for  the 
future,  (3)  an  examination  of  the  immediate  funding  problems  of 
cities  and  towns,  and  (4)  certain  benefit  revisions  (both 
increases  and  decreases)  to  bring  the  system  into  conformity  with 
comparable  systems. 

RECOMMENDATI ONS 

Many  groups  have  been  working  to  develop  further  pension 
reforms,  among  these  are  the  Executive  Office  for  Administration 
and  Finance,  the  Massachusetts  Business  Round  Table,  the  Profes- 
sional Firefighters,  the  Jobs  for  Massachusetts  organization  and 
the  Dunlop  Working  Group.   There  are  so  many  organizations  within 
and  without  government  with  an  interest  in  pensions  and  pension 
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reform  that  achieving  meaningful  improvement  to  the  system  is 
very  difficult.   The  Committee  applauds  the  groups  who  have 
contributed  to  pension  reform  efforts  and  intends  to  continue  to 
provide  assistance  to  this  effort. 

The  Committee  believes  that  it  has  a  responsibility  to  pro- 
vide leadership  in  this  effort  to  the  extent  that  it  is  empowered 
to  do  so.   Since  this  report  is  part  of  a  budget  recommendation, 
its  role  is  limited  essentially  to  funding  initia-tives. 
However,  the  Committee  believes  it  is  important  to  enunciate  in 
this  report,  its  general  policy  and  legislative  recommendations 
that  it  will  be  working  towards  during  the  next  fiscal  year. 

(1)   The  Committee  recommends  an  immediate  infusion  of 
a  major  increase  of  funding  into  the  state  employees'  and 
teachers'  retirement  systems.   Since  these  two  retirement  systems 
are  the  legal  and  moral  obligation  of  the  state  government,  the 
Committee  believes  that  its  first  obligation  is  to  provide 
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funding  to  ensure  that  these  obligations  are  met.   In  addition, 
the  Committee  recommends  a  modest  increase  to  the  PRIT  Fund 
appropriation.   This  amount  would  be  distributed  partially  to 
local  retirement  systems  that  join  the  PRIT.   The  amount  recom- 
mended by  the  Committee  would  fulfill  the  commitment  of  addi- 
tional funding  as  established  by  Chapter  661. 

(2 )   The  Committee  supports  efforts  to  establish  a  long-term 
pension  funding  program  for  the  Commonwealth.   The  Committee 
realizes  that  the  increases  in  pension  reserves  recommended  in 
this  report  need  to  be  followed  by  a  long-term  consistent  funding 
strategy.   The  Committee  does  not  believe  that  it  should  attempt 
to  mandate  such  a  funding  strategy  as  part  of  the  FY  1986  budget, 
as  a  single  budget  document  should  not  be  used  to  affect 
appropriations  over  the  next  forty  years.   However,  the  Committee 
intends  to  assist  in  any  way  possible  over  the  next  year  to  deve- 
lop  an  adequate  funding  package  to  honor  the  Commonwealth's 
future  pension  commitments. 
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(3)   The  Committee  will  explore  the  provision  of  Assistance 
to  city,  town,  and  county  retirement  systems.   The  Committee 
recognizes  that  many  local  communities  will  have  increasing  dif- 
ficulty in  the  next  five  to  ten  years  in  meeting  their  pension 
obligations,  although  the  most  recent  RLC  data  indicates  the 
problem  will  not  be  as  troublesome  as  previously  predicted. 
While  there  are  legitimate  problems  that  exist  with  local  pension 
costs,  the  Committee  notes  that  the  state  has  already  done  a 
great  deal  to  assist  these  communities.   First,  the  state 
currently  pays  for  all  cost  of  living  adjustments  for  local  com- 
munities, at  a  cost  of  about  $40  million  in  FY  1986.   Second,  the 
PRIT  Fund  was  established  by  Chapter  661  to  allow  participating 
systems  to  receive  state  pension  assistance.   Third,  under 
Chapter  661,  local  communities  were  allowed  to  phase-in  the  ter- 
mination of  the  use  of  excess  earnings  for  current  pension  costs. 
The  state  itself  ended  this  practice  abruptly  in  FY  1985.   This 
gives  local  communities  a  short-term  boost  in  pension  reserves. 
Fourth,  the  state,  through  PERA,  is  allowing  well  managed  local 
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systems  much  greater  flexibility  (and,  therefore,  an  opportunity 
for  higher  earnings)  in  the  investment  of  their  assets.   Fifth, 
recent  increases  in  payments  to  widows  and  children  for  both 
state  and  local  employees  will  be  borne  by  the  state. 

It  is  difficult  to  imagine  what  additional  responsible 
assistance  that  the  state  could  provide  local  pension  systems 
short  of  entirely  taking  over  their  obligations. 

The  Committee,  nevertheless,  is  open  to  additional  proposals 
to  help  local  systems  and  will  work  with  representatives  of  these 
systems  to  these  ends  in  the  coming  year. 

(4A)   The  Committee  supports  the  revision  of  Option  (c)  sur- 
vivors benefits  to  ii.clude  a  "pop-up"  provision.   Presently,  many 
retired  employees  are  forced  to  make  a  cruel  choice:   either  (1) 
to  fail  to  provide  for  one's  spouse  upon  death,  or  (2)  to  live  on 
a  substantially  reduced  pension,  even  if  one's  spouse  predeceases 
the  retiree.   RLC  studies  indicate  that  the  pensions  of  persons 
selecting  Option  (c)  are  reduced  significantly  below  the  level 
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required  to  pay  for  the  survivorship  pension.   The  Committee 
believes  that  it  is  extremely  unfair  to  "overcharge n  people  who 
wish  to  provide  for  their  spouses  upon  their  deaths.   Hence,  the 
Committee  supports  amending  the  law  to  allow  the  retiree  to 
return  to  a  higher  pension  allowance  upon  the  death  of  his  or  her 
spouse. 

(4B)   The  Committee  recommends  that  certain  benefit  changes 
receive  further  study.   In  addition  to  the  possibility  that  the 
state  will  be  required  to  join  Social  Security,  several  other 
benefit  adjustments  need  to  be  carefully  studied.   First,  the 
effect  of  removal  of  the  $30,000  base  salary  cap  needs  to  be 
known.   Will  it  be  interpreted  as  a  state  mandate,  to  be  financed 
entirely  by  state  funds?   Second,  improved  ordinary  disability 
protection  is  needed  by  state  workers.   Should  this  be  achieved 
by  improving  the  provisions  in  Chapter  32  for  ordinary  disability 
(financed,  perhaps,  by  reducing  some  of  the  excesses  in  acciden- 
tal disability)  or  by  offering  group  disability  insurance  to 
state  workers?   Third,  should  accidental  benefits  be  reduced  to 
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possible  abuse  or  have  the  reforms  introduced  by  PERA  in  moni- 
toring disability  awards  been  so  effective  that  the  problems  have 
been  minimized?   The  Committee  will  continue  to  assist  in  the 
difficult  process  that  is  ongoing  to  resolve  these  difficult 
problems. 


